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1.
Financial 
INTRODUCTION
Financial inclusion defined broadly as access by enterprises and households to reasonably priced and appropriate formal financial services that meet the needs of enterprises and households has been adopted as a top development priority by policy makers around the world. In 2011, over 90 developing and emerging economy governments endorsed the Maya Declaration, the first global set of measurable commitments aimed at promoting financial inclusion. Others including the G-20, the World Bank, and the United Nations Secretary General's High-Level Panel on the Post-2015 Development Agenda have recognized and embraced the goal of broader access to financial services to reduce income inequality, to boost job creation, and to achieve equitable growth.
This priority is backed by a growing body of research that shows that financial inclusion has significant benefits for both individuals and firms. For example, access to savings instruments has been shown to increase savings (Aportela 1999; Ashraf, Karlan, and Yin 2006) , productive investment (Dupas and Robinson 2013) , consumption (Dupas and Robinson 2013) , and female empowerment (Ashraf, Karlan, and Yin 2010) . In addition, lack of access to finance has been shown to lead to poverty traps and to inequality (e.g. Banerjee and Newman 1993; Galor and Zeira 1993; Aghion and Bolton 1997; Beck, Demirgüç-Kunt, and Levine 2007) . Micro evidence in the form of financial diaries (Collins et al. 2009 ) has shown that even the poorest of the poor have a demand for financial services. A large body of literature has shown that access to finance is associated with faster growth both for firms (Beck, Demirgüç-Kunt, and Maksimovic 2005; Ayyagari, Demirgüç-Kunt, and Maksimovic 2008) and in the aggregate (see Levine 2005 for a review). Access to finance has also been shown to promote new firm entry (Klapper, Laeven, and Rajan 2006) and greater innovation (Ayyagari, Demirgüç-Kunt, and Maksimovic 2011) .
By allowing broad access to financial services without price or nonprice barriers to their use, inclusive financial systems are especially likely to benefit the disadvantaged. Without inclusive financial systems, poor people are forced to rely on their own resources to meet their financial needs and face systemic or idiosyncratic shocks (Demirgüç-Kunt and Klapper 2013) , and small enterprises must rely on their limited earnings to pursue promising growth opportunities. This has broader aggregate consequences leading to persistent income inequality and stunted economic growth.
In this paper, we take stock of the current state of financial inclusion in developing Asia. We begin by documenting the different dimensions of financial inclusion in Section II, including both international comparisons as well as comparisons within the region and over time. In doing so, we use information from a wide array of databases. Our understanding of the reach of the finance sector and policies that foster inclusion has advanced significantly with the availability of databases such as the Global Findex Survey (Demirgüç-Kunt and Klapper 2013) . This provides a new dimension on previous data such as the World Bank Enterprise Surveys that provide information on firms' access to finance in developing economies and data on the use of financial services collected from bank regulators and supervisors (Beck, Demirgüç-Kunt, and Martinez Peria 2007; Honohan 2008; Kendall, Mylenko, and Ponce 2010) .
In Section III, we use a cross-economy benchmarking exercise as a diagnostic tool to assess the gap between the actual provision of financial services and the demand from the real sector. Section IV concludes with a discussion on policy implications for the region.
II. FINANCIAL INCLUSION IN ASIA: THE FACTS

A. Financial Development across Developing Asia
We begin by presenting an aggregate picture of financial development using three standard indicators of financial development from the Financial Development and Structure Database (Beck, Demirgüç-Kunt, and Levine 2000; Čihák et al. 2010) : liquid liabilities to gross domestic product (GDP), bank deposits to GDP, and private credit to GDP.
Liquid liabilities to GDP is a traditional measure of financial depth (King and Levine 1993) and represents the ratio of currency plus demand and interest-bearing liabilities of banks and other financial intermediaries to GDP. Bank deposits to GDP is the ratio of all checking, savings, and time deposits in deposit monetary institutions to GDP and is a stock indicator of deposit resources available to the finance sector for its lending activities. While these indicators measure the liability side of the balance sheets, as an indicator of the asset side we use private credit to GDP, which is the claims on the private sector by deposit money banks and other financial institutions divided by GDP. Figure 1 presents the median values for the year 2011, the most recent year available. Figure 1 shows that the median economy in developing Asia fared worse across all three indicators than the median in the high-income group and in the Middle East and North Africa (MENA) but fared better than the median in Europe, Latin America and the Caribbean (LAC), and Sub-Saharan Africa. For instance, the median private credit to GDP ratio was 41.44 in developing Asia compared to 37.40 in LAC and 18.78 in Sub-Saharan Africa.
In Figure 2 , we find a very different picture. Specifically, within each income group, the median economy in developing Asia had a higher level of private credit to GDP in 2011 compared to the In Figure 3 we added the stock market turnover ratio and used a balanced sample of economies-15 in developing Asia-for which we have data on all four measures of financial development from 2001 to 2011. Figure 3 plots the median values across economies each year and shows that there was an increasing trend in private credit to GDP, liquid liabilities to GDP, and bank deposits to GDP. The stock market turnover ratio showed a large run-up from 2006 to 2009 and a decline thereafter following the global financial crisis in 2008.
B.
Access of Households to Finance in Developing Asia
Until recently, systematic indicators of the extent of financial inclusion and the degree to which different groups such as women, the poor, and people in rural areas are excluded from the formal financial system had been lacking for most economies. The 2011 Global Findex Database (Demirgüç-Kunt and Klapper 2013) 1 now provides such indicators based on survey data from interviews with more than 150,000 nationally representative and randomly selected adults aged 15 and over in 148 economies. The surveys were carried out by Gallup, Inc. as part of the Gallup World Poll. We begin by looking at account penetration in Figure 4 which is the percentage of adults who have individual or joint ownership of an account at a formal financial institution (a bank, a credit union, a cooperative, a post office, or a microfinance institution). The global median is 38.2%, and the global average is 45.7% suggesting that more than 50% of adults worldwide report not having such an account. Figure 4 , however, shows a huge variation between high-income and developing economies. While more than 90% of adults in the high-income group reported having an account, the median country in Sub-Saharan Africa reported fewer than 18% of adult account holders. The median economy in developing Asia fared better than Sub-Saharan Africa and MENA but still came in below the global median with an account penetration of just 26.7%. Within developing Asia there was a huge variation as seen in Figure 5 . Account penetration was nearly universal in economies like the Republic of Korea and Singapore, whereas fewer than 1% of adults in Turkmenistan, and fewer than 5% in Cambodia, the Kyrgyz Republic, and Tajikistan held accounts.
A complementary picture emerges when we focus on the supply-side data on financial inclusion. Specifically, we use data for 2011 from the Financial Access Survey by the International Monetary Fund on two indicators: ATMs per 100,000 adults and commercial bank branches per 100,000 adults. While there is a positive, significant correlation between use and access, many of the economies in developing Asia are at the lower end of the spectrum. The median economy in developing Asia fared better than only the median in Sub-Saharan Africa; the region trailed all the others. Within the region, however, there are again large differences as shown in the inset figure. The number of ATMs per 100,000 adults ranged from over 75 in Brunei Darussalam and Thailand (we do not have data on the Republic of Korea) to fewer than 5 in Afghanistan, Bangladesh, the Marshall Islands, Pakistan, and Uzbekistan ( Figure 6 ). 
C. Access of Firms to Finance in Developing Asia
Financial constraints affect firms in both developed and developing economies and are an active area of research in corporate finance. In particular, research has shown that the lack of access to finance is a first-order constraint to growth and innovation 2 and that small firms are the most adversely affected and also benefit the most from financial and institutional deepening. The data used in this paper were downloaded in September 2014. Several economies have more than 1 year of survey data; we pool all years of data on each economy for our analysis. We next focus on which types of firms-small versus large-may be particularly disadvantaged in access to credit in developing Asia. The enterprise surveys classify firms into small (5-19 employees), medium-sized (20-99 employees), and large (100+ employees). We focus on two questions: (a) line of credit or loan from a financial institution (same variable as in Table 2 ); and (b) the proportion of working capital that was financed (i) from internal funds/retained earnings, (ii) by borrowing from banks (private and state-owned), (iii) by borrowing from nonbank financial institutions, (iv) by purchases on credit from suppliers and advances from customers which we term trade credit, and (v) by other means (e.g. moneylenders, friends, relatives) all of which should sum to 100%. Figure 7 shows that in developing Asia, the percentage of small firms that reported having a line of credit/loan from a financial institution was much smaller than the percentages for medium-sized 5 We restrict our analysis to single establishment firms which are the majority of our sample (85%). Hence we use the term establishment and firm interchangeably. and large firms. Figure 8 shows the average percentage of working capital financed from each of these sources by firm size. We see that on average, over 75% of working capital was funded from retained earnings. The share of working capital sourced from banks was the next largest and varied from 8.2% for small firms to 17.14% for large firms. Overall, the findings in Figures 7 and 8 suggest that in developing Asia, the access to credit of small firms is particularly constrained.
To summarize, the data present a mixed picture of achievements and challenges. On the one hand, the median economy in developing Asia shows greater banking sector depth and a better stock market turnover ratio compared to the median developing economy in other regions of the world. On the other hand, the picture looks very bleak with few households accessing formal financial services and very few enterprises having access to external credit. In addition, there is wide variation within developing Asia with East Asia performing better on most indicators than Central Asia. 
III. FINANCIAL INCLUSION IN ASIA: THE CHALLENGES
It is important to understand not only the actual use of and access to financial services but also the barriers to financial inclusion to better enable policy makers to design policies to close the gaps. We undertook a benchmarking exercise to assess the level of financial inclusion in Asia in comparison to what it should be compared with comparable economies.
A. Barriers to Access and Use of Financial Services by Households
There are multiple barriers to financial inclusion across the world that represent a mix between supplydriven factors such as geographic distances and high transaction costs for banks to operate in remote locations and demand-driven factors such as lack of financial understanding or erratic cash flows and low incomes.
Individuals in the Global Findex Survey were asked to report reasons for not having a formal account and were allowed more than one response. Figure 9 plots the percentage of nonaccount holders in developing Asia who cited each of the following reasons: lack of money, too expensive, lack of documentation, too far away, religious reasons, lack of trust, and family member already has an account. For the "lack of money" reason we restricted the sample to nonaccount holders who cited only this reason; for the other reasons, we allowed multiple responses. Lack of money was cited by 76.2% of adults as the only reason for not having a formal account. When we looked within developing Asia (statistics not shown), the numbers showed that lack of money was uniformly high (above 70%) across all subregions. Cost and geographic access were the next most frequently cited at just over 21%. Clearly, the fixed costs associated with opening and maintaining an account are an important barrier to financial inclusion as are the great distances that people, especially those in rural areas, have to travel to reach a bank branch. The density of bank branches and ATM penetration relative to the population provide a crude indication of the physical barriers to access, and as discussed in Figure 6 , developing Asia scored worse on both indicators than all other regions except Sub-Saharan Africa.
To some extent, cost and physical access barriers can be overcome by technology and alternate delivery channels that have gained importance over the past decades. These include mobile banking where trucks drive through remote areas providing financial services according to a schedule, mobile phone finance that allows clients to do financial transactions over the phone, and e-finance that allows clients to access services through the Internet. These channels do not, however, seem to be very prevalent in developing Asia as suggested by recent statistics from the Global Findex Survey. The percentage of respondents who used wire transfers or the internet to pay bills or to buy things using money from their accounts was only 2.05% in the median economy in developing Asia compared to 44.8% in the median high-income economy. These numbers were all below 8% in the median developing economy in Europe, LAC, MENA, and Sub-Saharan Africa. Furthermore, fewer than 1.5% of adults in developing Asia reported using mobile phones to send money or to pay bills. Potential customers also face onerous documentation barriers that restrict their eligibility to access financial services. In the Global Findex Survey, over 17% of adults without an account in developing Asia cited a lack of documentation as the reason for not having one. Banks worldwide demand identification to open a new account, but in many places banks also demand other documents such as ID cards, recommendation letters, or proof of domicile among others.
The reporting on different barriers to access in the Global Findex Survey also varied within developing Asia and was positively correlated with income. For instance, the percentage of nonaccount holders reporting cost, physical access, and lack of documentation was the least in East Asia (11.07%, 17.11%, and 11.39%, respectively). Interestingly, a family member already having an account was cited most often in East Asia (38.03%) as the reason for not having one. Religious reasons were most heavily cited in South Asia at 10.54% of adults.
B. Barriers to Access and Use of Financial Services by Firms
Over the past decade, the World Bank Enterprise Surveys have greatly expanded the information available about access constraints. The surveys ask firm managers to report to what extent access to external finance constitutes an obstacle to the growth and operation of their businesses on a scale of 0 (no obstacle) to 4 (severe obstacle).
Beck, Demirgüç-Kunt, and Maksimovic (2005) used an earlier version of these data to show that financing obstacles had a significant impact on firm growth and that the smallest firms were most adversely affected. Access to finance was not the only obstacle that firms in developing economies complained about; in fact, there was a laundry list of them that affected their day-to-day operations and growth as shown in Figure 10 which reports the average value for each obstacle. However, Ayyagari, Demirgüç-Kunt, and Maksimovic (2008) showed that not all these obstacles were equally constraining and that financing obstacles were the most robust constraints on growth.
As discussed in Section II, bank finance is the largest source of external finance, yet we found that a large percentage of firms did not have access to a bank loan or line of credit. Table 2 sheds some light on the problem by presenting the percentage of firms that reported reasons for not applying for a loan. The data suggest that while some firms are excluded from bank finance because of high interest rates, collateral requirements, cumbersome paperwork and the like, a large proportion simply have no demand for finance or good projects that require it. This ranges from 37.16% in Africa to 65.38% in LAC. Within developing Asia, 14.75% of firms reported unfavorable interest rates, 10.81% reported complex application procedures, and 8.21% cited collateral requirements as reasons for not applying for a loan.
These numbers hide a great deal of variation across economies. For instance the percentage of firms that reported stringent collateral requirements was as high as 18% in Afghanistan and Indonesia. Secured loans are the most common type of loans in the formal finance sector throughout the world. Using data from the enterprise surveys, we found 75% of firms worldwide reported that the most recent loan or line of credit required some form of collateral; this number was highest in developing Asia at 88%. A related issue is the type of collateral that firms have versus that which banks can accept. Alvarez de la Campa (2011) reported that in developing countries, nearly 78% of the capital stock of enterprises was in the form of movable assets such as machinery, equipment, or receivables; however, inadequate legal and regulatory environments in developing countries make banks reluctant to accept movable assets as collateral. For instance, Safavian, Fleisig, and Steinbuks (2006) argued that nearly 90% of movable property that could serve as collateral for a loan in the United States would be unacceptable to a lender in Nigeria.
There is recent evidence that policy efforts directed at introducing credit registries and collateral registries can reduce information asymmetries between borrowers and lenders and can improve access to finance (Love and Mylenko 2005; Love, Martinez Peria, and Singh 2013) . Liberti and Mian (2010) also found that not only do firms in more financially developed economies use more movable assets as collateral but also that the cost of collateral declines with improved financial development. Of the 18 developing economies that reformed their collateral registries between 2005 and 2012, six were in developing Asia (Cambodia, Georgia, India, the Federated States of Micronesia, Solomon Islands, and Vanuatu) suggesting that more can be done along these lines.
C.
Benchmarking the Financial System in Asia
In this section we assess the levels of financial development and inclusion in developing Asia using the benchmarking exercise developed by Beck et al. (2008) and De la Torre, Feyen, and Ize (2013). The discussion below borrows heavily from Beck and Feyen (2013) .
The analyses so far have shown that there is a large variation in the range and depth of financial service provision across economies. The sources of this large variation are the existence of different types of market frictions that restrict the efficient operation of financial institutions and of markets as well as the ability of these institutions to overcome those frictions. Typical market frictions include fixed transactions costs and default risks, both systemic risk and contract or borrower-specific idiosyncratic risk (Beck and de la Torre 2007; de la Torre, Feyen, and Ize, 2013; Beck and Feyen 2013) . The extent to which these market frictions can be overcome by financial institutions and markets is critically influenced by a number of characteristics of an economy that affect both the supply of financial services and the demand for financial services, including those related to the broader sociopolitical and structural environment in which the financial system operates (e.g., market size, population distribution, demographic structure, income level) and policy variables that are often directly related to the finance sector (e.g., macroeconomic fundamentals, the available technology, contractual and information frameworks underpinning the financial system, and regulatory and supervisory frameworks). Our benchmarking exercise focuses on the structural characteristics below.
We constructed a time-varying benchmark for different finance sector indicators using their predicted values from regressions on an array of characteristics as proxies for frictions of income, size, population density, and demographic structure. Without attributing causality, this benchmark serves as a "structural depth line" as defined in Beck and Feyen (2013) , which is the level of financial development predicted by structural country characteristics that are not directly related to policies and/or to the finance sector.
The specific regression estimated in the benchmarking exercise is as follows:
where FD is the log of an indicator of financial development, X is an array of structural economyspecific factors, and the subscripts i and t relate to economies and years, respectively. The regression includes several characteristics that theory predicts will be associated with the level of financial development. First, the log of GDP per capita and its square (to account for possible nonlinearities) are proxies for general demand and supply-side constraints related to low income. Second, the log of population is a proxy for market size in line with the discussion on scale economies. Third, the log of population density is a proxy for geographic barriers and thus the ease of financial service provision. Fourth, the log of the age-dependency ratio is included to capture demographic trends and corresponding savings behavior. Finally, dummy variables for offshore centers, transition economies, and oil-exporting economies are included to control for specific circumstances as they face specific challenges and development experiences that impact their financial systems.
In Figures 11, 12 , and 13 we present the gap between the actual and predicted levels of financial development in 2011 using three financial indicators: private credit to GDP (%), accounts per 100,000 adults, and percent of firms with lines of credit. Figure 11 shows that for the whole of developing Asia, the median gap is 1.62 suggesting that the predicted value of private credit to GDP (%) is 1.62 percentage points below the actual value. This is consistent with our findings in Section II that in terms of banking sector depth, the median economy in developing Asia performs better than the median elsewhere. There is, however, a lot of variation within the region. When we look at median values within each subregion, we find that the actual level of private credit to GDP (%) is 5.99 percentage points above the predicted value in Central Asia and 17.77 percentage points above the predicted value in South Asia. In the other subregions, however, specifically in Southeast Asia, the Pacific, and East Asia, 8 the actual value is lower than the predicted value. The gap is positive for the PRC and Mongolia but negative for Hong Kong, China and the Republic of Korea. Figure 12 shows that in developing Asia, the median gap between the actual and predicted values of accounts per 1,000 adults is -8.15 accounts; however East Asia is way ahead with a median value of 1,431.43 accounts in commercial banks per 1,000 adults. The median gap in South Asia is also positive at 269.22 accounts, but the gap is negative in Southeast Asia, the Pacific, and Central Asia suggesting that while these subregions seem to be satisfactory in terms of financial development in comparison with a benchmark sample, they particularly trail in financial inclusion. In Figure 13 , we look at the gap in access to credit for firms. Since there is less data available per subregion for this variable (one economy in East Asia and two in South Asia), we show data for all economies in developing Asia rather than by subregion. Figure 13 shows that when we look at access to credit, there is a large variation among firms ranging from Indonesia where the predicted share is 27 percentage points below the actual share of enterprises with a formal loan to Tajikistan where the actual level is 25 percentage points above the predicted level.
Overall, this section shows that for the region as a whole, the median economy stands where it is predicted to do so by a cross-economy benchmarking exercise; however, there is a large variation within the region with some economies ahead and some lagging in deepening and inclusion. 
IV. CONCLUSION
This paper documented the state of financial development and inclusion across developing Asia. Our main findings are first that the median level of banking sector depth appears to be higher than that of the median in most other developing regions of the world though it trails the median of the highincome group. These aggregate data, however, mask an enormous variation within the region with the median economy in East Asia at the highest level of financial development followed by Southeast Asia, South Asia, the Pacific, and Central Asia.
The picture is, however, bleaker when we focus on financial inclusion. For households, we find that account penetration is nearly universal in the Republic of Korea and Singapore whereas fewer than 5% of adults in Cambodia, the Kyrgyz Republic, Tajikistan, and Turkmenistan hold accounts in formal financial institutions. The median for the region as a whole trails that of high-income economies, LAC, and emerging Europe.
On the supply side, the region trails all the other regions except Sub-Saharan Africa (as shown in Figure 6 ) in terms of the number of ATMs and commercial bank branches per 100,000 adults. The percentage of firms that has a line of credit/loan from a financial institution in developing Asia is lower than that in LAC and in emerging Europe. We also find that small firms in particular are constrained in accessing formal credit from a financial institution. Overall, the data present a mixed picture of overall financial development but also severe challenges in access to and use of financial services.
Second, an analysis of the constraints to financial inclusion for households (as shown in Figure 9 ) shows that lack of money, geographic access, and fixed costs associated with opening and maintaining an account are important barriers. In addition, over 17% of nonaccount holders in developing Asia cited lack of documentation as the reason for not having a formal account. For firms, the data suggest that a large percentage in developing Asia lacks access to a loan or line of credit; of these, 14.75% reported unfavorable interest rates, 10.81% reported complex application procedures, and 8.21% reported collateral requirements as reasons for not applying for a loan. Developing Asia also has the highest percentage of firms (88%) reporting that their most recent loan or line of credit required some form of collateral. This in turn suggests that collateral reform laws that ease onerous requirements may be an important policy lever to improve financial inclusion. While some firms are excluded from bank finance because of high interest rates, collateral requirements, and cumbersome paperwork, a large proportion simply have no demand for finance or good projects that require it.
The benchmarking exercise compared each economy's actual value of financial development and inclusion to a predicted value from a regression model that included socioeconomic and demographic characteristics such as market size, population distribution, demographic structure, and income level. For banking sector depth, we found that the median gap between the actual and predicted value was +1.62 suggesting the actual value of private credit to GDP (%) was 1.62 percentage points above the predicted value, though this gap varied between -8.05 for East Asia to +17.77 for South Asia. When we looked at indicators of financial inclusion in developing Asia, the median actual number of accounts per 1,000 adults was 8.15 accounts fewer than the predicted value; however, these numbers varied dramatically across subregions. The actual value of account penetration in the median East Asian economy was 1,431.43 accounts more than the predicted value whereas this gap was -357.82 in Central Asia.
The above findings have important policy repercussions for developing Asia. Focusing on innovations to expand access to savings and payment services to the previously unbanked population can help low-income households to smooth income shocks and lifetime variations in income and consumption needs and to integrate into the modern market economy. Competition and a favorable regulatory framework are critical in this context.
